£©nadylvariia  State  Libra1 
ffiNTS  SECTin 

'n',  ——————— 


EXAMINATION  QUESTIONS 

for 

Certified  Public  Accountants 


BULLETIN  622 
1946 


Commonwealth  of  Pennsylvania 

DEPARTMENT  OF  PUBLIC  INSTRUCTION 


THE  STATE  BOARD  FOR  THE 
EXAMINATION  OF  PUBLIC  ACCOUNTANTS 


I 

Chairman:  J.  Cyril  McGarrigle  Philadelphia 

Secretary:  Robert  J.  Bennett  Philadelphia 

George  R.  Drabenstadt  Philadelphia 

M.  C.  Conick  Pittsburgh 

Wilhelm  E.  Shissler New  Cumberland 


Member  Ex  Officio:  Francis  B.  Haas,  Superintendent  of 
Public  Instruction. 


Commonwealth  of  Pennsylvania 

DEPARTMENT  OF  PUBLIC  INSTRUCTION 

Bureau  of  Professional  Licensing 
Harrisburg 

State  Board  for  the  Examination  of  Public  Accountants 

PENNSYLVANIA  STATE  BOARD  EXAMINATION  QUESTIONS 

NOVEMBER,  1946 

EXAMINATION  IN  GENERAL  ACCOUNTING 
Thursday,  November  7,  1946,  from  9 A.  M.  to  1 P.  M. 


Note  to  Candidates— Mere  answers  to  questions  do  not  provide  sufficient 
evidence  of  ability.  An  appearance  of  professional  workmanship  is  desired — 
including  neatness,  absence  of  amateur  performance,  set-up  of  answers,  and  clear- 
ness of  explanations.  Place  your  candidate  number  and  page  number  at  the  top 
right-hand  corner.  Papers  are  to  be  clipped  at  the  top  left-hand  corner.  Hand 
in  paper  for  each  session  regardless  of  whether  you  answered  the  questions  or  not. 


QUESTION  NO.  1 

a.  A corporation  client  has  advised  you  that  it  is  about  to  sell  its 
land  and  buildings  to  its  principal  stockholder,  the  owner  of  60% 
of  its  stock,  from  whom  a ten-year  lease  for  the  rental  of  the  property 
will  be  simultaneously  secured.  The  depreciated  cost  and  book  value 
of  the  property  is  $250,000.  The  property  value  comprises  51%  of 
the  total  assests  of  the  company.  Appraisals  of  the  land  and  build- 
ings by  three  independent  appraisers  determine  the  buildings  to  be 
worth  $50,000  in  excess  of  the  book  values  and  the  agreement  of 
sale  to  the  principal  stockholder  accordingly  states  the  consideration 
to  be  $300,000. 

Required:  Your  client  requests  that  you  outline: 

1.  The  Federal  tax  status  of  the  transaction  to  the  Company; 

2.  The  basis  of  the  property  to  the  principal  stockholder  in  the  event 
of  the  sale  of  the  property  by  him; 

3.  Any  tax  requirements  of  the  Commonwealth  of  Pennsylvania  as 
to  the  sale. 

In  the  event  that  the  appraisals  determine  the  fair  market  value  of 
the  buildings  to  be  $25,000  less  than  the  depreciated  cost  and  book 
value  and  the  sales  price  of  the  property  $225,000. 

Answer  1,  2 and  3 above. 
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b.  Describe  in  detail: 

1.  Pennsylvania  Corporate  Loans  Tax. 

2.  Pennsylvania  Franchise  Tax. 

3.  The  County  Personal  Property  Tax. 

c.  Are  the  Corporate  Loans  tax  and  the  County  Personal  Property 
tax  in  any  way  compensatory? 


QUESTION  NO.  2 

a.  Discuss  briefly  a system  of  food  control,  and  its  operation,  as 
it  applies  to  the  restaurant  of  a hotel  where  sales  are  recorded 
on  sales  checks  issued  by  waitresses.  For  purposes  of  this  dis- 
cussion no  meals  are  served  to  employes. 

b.  How  does  an  effective  system  of  food  control  tend  to  produce 
greater  operating  efficiency? 


QUESTION  NO.  3 

As  of  December  31,  1945,  the  Acme  Construction  Company  had 
numerous  contracts  in  progress,  among  which  was  a contract  for  the 
construction  of  a road.  Pertinent  facts  relating  to  this  contract  are 
enumerated  below: 

1.  Contract  price  $3,000,000.00 

2.  Estimated  total  cost  (exclusive  of  administrative 

and  general  expense)  2,500,000.00 

3.  Date  contract  was  signed  March  31,  1945 

4.  Estimated  completion  date  September  30,  1946 

5.  As  of  December  31,  1945,  the  contract  was  estimated  by  the  com- 

pany’s engineer  to  be  % complete. 

6.  As  of  December  31,  1945,  progress  billing  amounting  to  $2,100,000.00 

had  been  rendered  by  the  contractor  and  paid  by  the  customer. 

7.  As  of  December  31,  1945,  the  actual  costs  incurred  (exclusive  of  admin- 

istrative and  general  expense)  after  adjustment  for  material  and 

supply  inventories,  amounted  to  $1,700,000.00. 

Required  : 

a.  Define  the  meaning  of  the  term  “long-term  contract”  according 
to  Federal  income  tax  regulations. 

b.  Explain  each  of  the  acceptable  bases  for  reporting  income  from 
long-term  contracts  for  Federal  income  tax  purposes. 

c.  State  how  the  various  accounts  pertaining  to  the  aforementioned 
contract  would  be  classified  on  the  balance  sheet  of  the  Acme 
Construction  Company  as  of  December  31,  1945,  and  on  the 
profit  and  loss  statement  for  the  year  ending  December  31, 
1945,  under  each  of  the  bases  referred  to  in  b. 

d.  In  the  preparation  of  the  periodic  financial  statements  and  in 
advising  the  client  in  respect  of  the  Federal  tax  liability  accruing 
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thereunder,  discuss  briefly  the  advantages  and/or  disadvantages 
to  the  company  under  each  of  the  bases  referred  to  in  b.  above. 


QUESTION  NO.  4 

BANKING  PROBLEM  (A) 

First  Trust  Company  has  three  branches  and  clears  all  interoffice 
transactions  through  interoffice  accounts.  Each  branch  has  its  own 
loan  department  and  savings  fund  ledgers,  but  the  individual  de- 
positors’ ledgers  (for  checking  accounts)  are  maintained  at  the  head 
office.  As  of  October  31,  1946,  the  date  of  an  examination  being  made 
by  you  for  the  Board  of  Directors,  the  general  ledger  statement  of 
all  offices  combined  shows  a net  debit  balance  of  $940.48  in  the  inter- 
office accounts.  In  order  to  adjust  the  general  ledger  accounts  affected, 
you  have  reconciled  the  interoffice  accounts,  and  find  that  the  follow- 
ing constituted  the  open  items: 

Branch  A 

Branch  debits  to  head  office:  Branch  credits  to  head  office: 


1.  Checks  on  First  Trust 

6.  Total  deposits  received 

Co.  cashed  after  2 

after  2 P.  M.  Oct.  31 

$34,681.20 

P.  M,  Oct.  31  

$8,927.14 

7.  Collection  of  note  for 

Checks  received  in  de- 

depositor  of  main 

posits  after  2 P.  M., 

office  

600.00 

Oct.  31: 

8.  Treasurer’s  check 

2.  Drawn  on  First  Trust 

#A46912  issued  

250.00 

Company  

9,658.21 

9.  U.  S.  War  Savings 

3.  Drawn  on  clearing  house 

Bonds  sold  (held  on 

banks  in  own  city  . . . 

4.293.86 

consignment  from 

4.  Drawn  on  out-of-town 

Federal  Reserve  Bank) 

337.50 

banks  

16,981.17 

5.  Sunder  expenses  paid.. 

105.00 

$39,965.38 

$35,868.70 

Branch  B 

Branch  debits  to  head  office: 

Branch  credits  to  head  office: 

Difference  in  checks  of 

12.  Collection  of  draft  for 

Oct.  29: 

depositor  o f main 

Branch  debited  .... 

$64,262.01 

office  

$326  80 

Head  office 

13.  U.  S.  War  Savings 

credited  

64.252.01 

Bonds  sold  (held  on 

consignment  fro  m 

10. 

$10.00 

Federal  Reserve 

Head  office  debit  to  branch  : 

Bank)  

1.031.25 

11.  Check  returned  “not 

good”,  Oct.  15 

Branch  cannot  locate 

SI  358  05 

endorser  

75.00 

$85.00 
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Branch  C 

Head  office  credit  to  branch: 

15.  Collection  of  draft 
for  savings  depositor 

at  branch  $1,890.00 

Required:  Show  accounts  to  be  adjusted  by  using  Debit  and  Credit 
columns,  indicating  various  items  by  numbers  shown  in 
problem,  accounts  to  be  debited  or  credited,  and 
amounts. 

BANKING  PROBLEM  (B) 


Branch  debit  to  head  office: 

14.  Accumulation  of  small 
differences  in  totals 
of  checks  sent  to 
head  office  $6.85 


The  Board  of  Directors  of  the  Farmers  National  Bank  has  retained 


you  to  make  a special  examination  of  the  loans  and  discounts  of  the 
bank,  which  are  carried  in  the  general  ledger  as  follows  at  September 

10,  1946: 


1.  Demand  loans  with  stocks  and  bonds  as  collateral  ....  $1,452,116.50 

2.  Time  loans  with  stocks  and  bonds  as  collateral  180,760.16 

3.  Open  market  paper  (or  commercial  paper)  950,000.00 

4.  Demand  loans  without  collateral  82,500.00 

5.  Bills  discounted  637,286.41 

6.  Personal  or  installment  loans  163,492.80 


$3,466,155.87 

Items  1,  2,  4,  and  6 comprise  notes,  all  of  which  are  on  hand  and 
the  notes  and  collateral  thereon  have  been  examined  by  you  and 
found  to  be  in  agreement  with  the  records  of  the  loan  department. 
Item  3,  you  are  informed,  comprises  commercial  paper  of  about  fifty 
nationally  known  corporations,  and  is  held  for  account  of  the  Farmers 
National  Bank  by  its  New  York  correspondent,  which  correspondent 
purchased  it  from  John  Doe  & Company,  commercial  paper  brokers, 
charging  the  cost  thereof  to  the  account  of  the  Farmers  National 
Bank.  Item  5 includes  notes  aggregating  $582,416.12  which  you  have 
examined  and  found  to  be  in  agreement  with  the  records,  and  certain 
other  notes  aggregating  $54,870.29  which  the  records  indicate  have 
been  sent  to  various  correspondents  for  collection. 


Required:  What  procedures  would  you  follow  to  verify  the  authen- 
ticity of  all  of  the  loans  and  to  account  for  the  notes  which 
are  not  in  the  possession  of  the  bank? 


Thursday,  November  7,  1 946 — 2 P.  M.  to  5 P.  M. 


QUESTION  NO.  5 

You  are  engaged  to  prepare  the  Federal  Income  tax  returns  of  the 
A.  B.  C.  Company  for  the  calendar  year  1946  and  to  review  the 
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returns  for  the  years  1944  and  1945  so  that  the  records  of  the  Com- 
pany will  show  the  correct  tax  liability  of  the  Company  at  December 
31,  1946.  The  returns  for  1943  and  prior  years  have  been  examined 
by  the  Internal  Revenue  Bureau  and  the  changes  made  have  been 
effected  in  the  records  and  do  not  affect  the  returns  of  the  subsequent 
years.  The  returns  for  1944  and  1945  showed  the  following  and  the 
income  and  deductions  and  computations  appeared  to  be  correct.  The 
information  for  1946  has  been  determined  by  you  to  be  correct. 


For  the  Year  1944  Tax 

Income  (before  Donations)  $219,000.00 

Less,  Tax  Exempt  Income — Interest  on  Municipal  Bonds 

(included  in  Income)  1,000.00 

$218,000.00 

Less,  Donations  (not  deducted  from  Income)  8,000.00 

Net  Income  for  Declared  Value  Excess  Profits  Tax  ....  $210,000.00 


Less,  Declared  Value  Excess  Profits  Tax: 

Net  Income  $210,000.00 

Less,  10%  of  Declared  Value  of  Capital 
Stock  ($1,150,000.00)  115,000.00 

$95,000.00 

5%  of  $1,150,000.00  =3  $57,500.00  at  6.6%  $3,795.00 

Balance,  $37,500.00  at  13.2%  4,950.00 


8,745.00  $8,745.00 


Adjusted  Net  Income  and  Net  Income 


$201,255.00 


Excess  Profits  Credit— Income  Method $40,000.00 

Excess  Profits  Exemption — Specific  10,000.00 

50,000.00 


Adjusted  Excess  Profits  Net  Income  $151,255.00 

Excess  Profits  Tax  at  95%  $143,692.25 

Net  Income  $201,255.00 

Adjusted  Excess  Profits  Net  Income  151,255.00 

Normal  Tax  Net  Income  $50,000.00 

Normal  and  Surtax  at  40%  $20,000.00 

Surtax  Net  Income  $201,255.00 

Tax  at  80%  (Maximum)  $161,004.00 

Less,  Normal  and  Surtax  20,000.00 

$141,004.00 

$169,749.00 

$14,100.40 


Excess  Profits  Tax 

Total  Federal  Taxes  

Net  Post-War  Refund  Credit 
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For  the  Year  19^6 

Income  (before  Donations)  $19,500.00 

Less,  Tax  Exempt  Income — Interest  on  Municipal  Bonds 

(included  in  Income)  1,000.00 

$18,500.00 

Less,  Donations  (not  deducted  from  Income)  600.00 


Net  Income — Declared  Value  Excess  Profits  Tax,  Ad- 
justed Net  Income  and  Net  Income  $17,900.00 


Declared  Value  of  Capital  Stock  $500,000.00 


Declared  Value  Excess  Profits  Tax  

Excess  Profits  Credit — Income  Method  ....  $40,000.00 

Excess  Profits  Exemption — Specific  10,000.00 


$50,000.00 


Tax 


Excess  Profits  Tax  — 

Normal  Tax  $5,000.00  at  15%  + $12,900.00  at  17% 2,943.00 

Surtax  $17,900.00  at  10% 1,790.00 

$4,733.00 

For  the  Year  1946  you  determine  the  following: 

Loss  per  Books  $106,000.00 

Includes  Tax  Exempt  Income — Interest  on  ~ 


Municipal  Bonds  of  $1,000.00 

and  Donations  made  of  5,000.00 

Required:  Compute  the  correct  federal  taxes  on  income  for  any  year 
indicated  and  advise  what  further  steps,  if  any,  you  would 
recommend. 


QUESTION  NO.  6 

1.  Regarding  “Notes  to  the  Balance  Sheet”  and  “Notes  to  the 
Profit  and  Loss  Statement”,  state: 

a.  Purpose 

b.  Whose  representations  do  they  reflect? 

c.  The  effect  of  these  notes  upon  the  Accountant’s  Certificate? 

2.  What  points  should  be  covered  in  an  Accountant’s  Certificate? 

3.  Fixed  assets,  acquired  July  1,  1940,  having  a cost  basis  of 
$50,000.00  and  an  estimated  life  of  10  years,  are  appraised  at  Decem- 
ber 31,  1945,  at  $45,000.00,  with  no  change  in  total  life,  and  such 
appraisal  is  reflected  on  the  books.  How  much  depreciation  should 
be  shown  on  the  Profit  and  Loss  Statement  for  1946,  and  how  should 
the  Balance  Sheet  at  December  31,  1946,  reflect  all  phases  of  this 
transaction? 
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4.  A corporation,  incorporated  in  Pennsylvania,  pays  a tax  to  the 
Commonwealth  on  its  value  of  capital  stock.  What  is  the  tax  called 
and  what  elements  enter  into  the  tax  computation? 

5.  “Last-in,  first-out”  is  a common  accounting  term.  In  what  way 
is  it  used  and  what  is  meant  by  the  term? 

6.  An  officer  of  a company,  which  has  a profit  of  $50,000.00,  asks 
you  “where  is  the  profit?”  Using  your  own  assumed  figures,  prepare 
summary  for  client  to  show  disposition  of  profit. 

7.  In  a standard  cost  system  embodying  all  elements  of  manufac- 
turing cost,  how  many  different  classes  of  variation  accounts  would 
be  required  to  supply  adequate  information  for  management? 

8.  At  the  time  of  inventory  taking,  what  auditing  steps  are  neces- 
sary to  verify  an  inventory  on  hand,  not  controlled  by  perpetual 
accounting  records,  after  you  have  satisfied  yourself  as  to  the  adequacy 
of  the  company’s  procedures  for  taking  the  physical  inventory,  tag- 
ging or  listing  of  materials,  and  assembly  thereof? 

9.  What  does  the  term  “Surplus  at  acquisition”  mean  and  under 
what  conditions  does  it  originate?  How  should  it  be  treated  in  the 
Balance  Sheet? 

10.  A corporation,  using  a calendar  year  as  its  fiscal  period,  has 
50%  of  its  sales  volume  in  1946  on  government  contracts  which  were 
subject  to  re-negotiation  in  1945,  under  the  Sixth  Supplemental  Na- 
tional Defense  Appropriation  Act  of  1942,  as  amended.  To  what 
extent  would  these  sales  be  subject  to  re-negotiation  in  1946? 


QUESTION  NO.  7 

The  chief  asset  of  your  client  (a  Pennsylvania  corporation)  is 
an  apartment  property  built  in  1930.  Excellent  records  have  been 
maintained  and  by  referring  to  them  you  find  that  the  various  ele- 
ments of  the  property  cost  as  follows: 


Land  

Interest  during  construction 
Taxes  during  construction  . . 
Building  and  appurtenances 

Kitchen  equipment  

Plumbing  and  drainage  .... 

Heating  system  

Electrical  equipment  

Elevators  

Refrigeration  system  


$200,000.00 

51.500.00 
4,500.00 

566.500.00 

24.000. 00 

56.400.00 

36.100.00 

18.000. 00 

24.000. 00 

19.000. 00 


Total  $1,000,000.00 

Your  client  has  used  an  overall  depreciation  rate  of  2 y2%  per 
annum  on  the  $800,000.00  cost  basis  of  its  depreciable  property. 

In  December  of  1946,  it  finds  that  new  refrigerators  are  available 
and  it  has  decided  to  scrap  its  refrigeration  system  in  favor  of  new 
individual  electric  refrigerators  to  be  installed  in  each  apartment 
at  a total  cost  of  $30,000.00  for  the  new  equipment. 
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Required  : 

State  the  effect  of  this  change  on  the  corporation’s  income  tax  return 
for  1946  and  prepare  journal  entries  to  reflect  the  change  on  the 
corporate  books  in  the  appropriate  manner. 

Assuming: 

a.  That  the  change  was  caused  by  a conclusion  that  the  cost  of 
operating  individual  units  was  less  than  the  refrigeration 
system,  and  the  old  system  was  substantially  worn  out. 

Assuming: 

b.  That  the  change  was  made  necessary  because  the  refrigerant 
available  during  the  war  had  caused  such  a deterioration  in 
the  equipment  that  it  had  to  be  replaced  now  instead  of 
several  years  later. 

The  building  was  ready  for  occupancy  January  1,  1931. 

The  change  was  made  December  31,  1946. 

Scrapped  property  had  no  residual  value. 

c.  What  would  your  answer  have  been  if  instead  of  using  an 
over-all  rate  of  depreciation  of  21/2%  your  client  had  calculated 
depreciation  on  various  rates  based  on  the  estimated  useful 
life  of  each  type  of  equipment  and  had  used  a 5%  rate  on  the 
refrigeration  system? 


QUESTION  NO.  8 

You  are  engaged  in  the  examination  of  the  Jackson  Manufacturing 
Company’s  financial  statements  as  of  December  31,  1945.  You  have 
completed  your  examination,  with  the  exception  of  the  pricing  and 
the  mathematical  verification  of  the  work  in  process  and  finished 
goods  inventories.  The  company  has  recorded  its  physical  invent- 
ories on  the  books  at  December  31,  1945,  priced  at  estimated  cost. 

Required  : 

Verify  the  pricing  and  mathematical  accuracy  of  the  inventory 
valuations,  using  the  information  furnished  herein,  and  determine 
actual  cost.  Prepare  adjusting  entry  or  entries  required  to  state 
inventories  of  “work  in  process  and  finished  goods  at  cost  or  market, 
whichever  the  lower. 

A test  of  the  supporting  records  indicates  certain  exceptions  to  the 
estimated  costs  used: 

Material  costs: 

Rayon  cloth— 60  yards  per  product 
y2"  tape — $ .03  per  yard 

Labor  costs: 

Operation  No.  1 — New  rate  effective  January  1,  1946 — 10^ 

Operation  No.  7- — $1.46 

Operation  No.  12 — Requires  one  hour’s  work 


10 


CERTIFIED  PUBLIC  ACCOUNTANTS  EXAMINATIONS— 1946 


Submitted  herewith  is  a trial  balance  of  the  general  ledger  at 
December  31,  1945,  and  the  inventories  of  work  in  process  and  finished 
goods  at  that  date. 

Trial  Balance 


December  31,  1945 

Debit  Credit 

Cash  $45,000.00 

Accounts  receivable  143,000.00 

Inventories : 

Raw  materials  and  supplies  73,770.00 

Work  in  process  176,760.00 

Finished  goods  84,750.00 

Property,  plant  and  equipment 426,720.00 

Prepaid  and  deferred  charges  6,000.00 

Notes  payable  $50,000.00 

Accounts  payable  72,000.00 

Accrued  accounts: 

Federal  and  State  income  taxes,  estimated 40,000  00 

Other  15.000.00 

Reserve  for  depreciation  214,000.00 

Capital  stock  300,000.00 

Surplus  215,000.00 

Sales  931.000.00 

Discount  on  sales  4,000.00 

Cost  of  sales: 

Materials  used  520,000.00 

Factory  payroll: 

Direct  (Including  overtime  premium  of  $10,000)  130,000.00 

Indirect  (Including  overtime  premium  of  $3,000)  30,000.00 

General  factory  supplies  and  expenses  15,000.00 

Repairs  15,000.00 

Depreciation  10,000.00 

Real  estate  taxes  4,000.00 

Decrease  in  work  in  process  and  finished  goods 
inventories  8,500.00 

Selling  expenses: 

Commissions  31,500.00 

Advertising  and  miscellaneous  15,000.00 

Administrative  and  general  expenses: 

Salaries  45,000.00 

Office  supplies  and  expenses  5,000.00 

Capital  stock  taxes  6.000.00 

Miscellaneous  8,000.00 

Other  income  10,000.00 

Other  expenses  4,000.00 

Federal  and  State  income  taxes  40,000.00 


$1,847,000.00  $1,847,000.00 
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P.W.  indicates  piece  work  rate. 

Contract  price — $34.00  each  and  selling  expense  per  unit  is  $2.00. 

Contract  calls  for  30,000  units,  of  which  19,000  have  been  shipped  to  December  31,  1945. 

Upon  completion  of  this  contract,  this  product  has  no  other  salability.  The  rayon  cloth  has  a scrap  value  of  10  cents  per  yd. 
Assume  that  there  is  no  waste  for  purposes  of  this  problem. 


CERTIFIED  PUBLIC  ACCOUNTANTS  EXAMINATIONS— 1946 


Friday,  November  8,  1946 — 9 A.  M.  to  1 P.  M. 


QUESTION  NO.  9 

You  have  been  engaged  to  examine  the  accounts  of  the  Smokey 
Coal  Mining  Company,  operator  of  a bituminous  coal  mine  and  a 
lumber  operation,  for  the  year  ended  December  31,  1945.  Your  ex- 
amination indicates  that  proper  entries  have  been  made  for  all  ad- 
justments (including  adjustments  to  physical  inventories)  except  for 
any  entries  which  may  be  required  as  a result  of  the  following  facts 
disclosed  during  the  course  of  your  engagement: 

No  depreciation  or  depletion  has  been  provided  for  the  year  under 
review.  Rates  approved  by  the  Treasury  Department  for  prior  years 
are  as  follows: 


Depletion: 

Coal  lands  

Timber  lands  

Depreciation : 

Mining  buildings  and  structures... 
Mining  machinery  and  equipment 
Mine  cars  and  motors  

Lumber  mill  and  docks  

Lumber  machinery  and  equipment. 
Lumber  cars  and  locomotives 


2 cents  per  ton  produced 
$3.00  per  thousand  feet  produced 


2 per  cent 
5 per  cent 
10  per  cent 

2 per  cent 
5 per  cent 
10  per  cent 


It  has  been  the  policy  of  the  company  to  take  a full  year’s  deprecia- 
tion on  additions  during  the  year  of  addition. 


No  amortization  of  mine  development  or  development  of  timber 
lands  has  been  provided.  Rates  used  in  prior  years  were  1 cent  per  ton 
and  50  cents  per  thousand  feet. 

During  the  year  1945,  a storage  building,  determined  to  be  fully 
depreciated  on  the  records,  was  destroyed  by  fire. 

Proceeds,  amounting  to  $15,000,  received  from  the  insurance  carried 
thereon,  were  credited  to  “miscellaneous  income,  coal.”  However,  you 
are  informed  that  the  company  intends  to  rebuild  this  building  at  a 
cost  approximating  the  insurance  proceeds  and  its  application  to 
establish  a replacement  fund,  filed  with  the  Treasury  Department, 
has  been  accepted  by  the  Department. 


Investments  in  stock  of  wholly  owned  subsidiary  companies,  ac- 
quired at  a cost  of  $100,000,  have  been  written  up  to  $200,000,  credit- 
ing earned  surplus. 

During  the  year  1945,  100  mine  cars  were  constructed  from  main- 
tenance materials,  using  company  labor.  Charges  for  this  material 
and  labor  were  not  segregated  from  the  accounts  to  which  they  were 
originally  charged,  i.  e.,  “Mine  car  repairs,  material”  and  “Mine  car 
repairs,  labor.”  A study  by  company  engineers  indicated  the  cost 
of  these  cars  to  be  $125.00  for  labor  and  $85.00  for  material. 
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Coal  consumed  by  the  lumber  operations  amounted  to  $5,000  on 
a cost  basis.  Lumber  used  by  the  mine  operations  amounted  to  $25,000 
on  a cost  basis.  This  information  was  obtained  from  memorandum 
bills  which  were  not  recorded  on  the  records.  Further  investigation 
disclosed  that  the  cost  of  these  materials  was  charged  to  “Mine 
power  house,  supplies”  and  “Maintenance  of  structures  and  docks, 
materials”,  respectively. 

State  and  Federal  social  security  taxes  have  been  accrued  at  the 
correct  rate  of  2.3  per  cent. 

Real  estate  taxes  have  been  accrued  at  the  rate  of  50  cents  per  $100 
of  valuation,  which  valuation  is  identical  with  the  gross  value  of  coal 
and  timber  lands  as  shown  by  the  records. 

State  sales  tax  at  the  rate  of  2 per  cent  of  sales  of  coal  and  lumber 
has  been  accrued  to  December  31,  1945. 

Required  : 

You  are  requested  to  prepare  journal  entries  necessary  to  reflect 
any  adjustments  arising  from  the  foregoing  facts.  You  are  also  re- 
quested to  prepare  entries  reclassifying  expenses  which  apply  to  both 
coal  and  lumber  operations  in  order  that  the  proper  gross  profit  for 
each  operation  can  be  determined. 

A trial  balance  of  the  general  ledger,  before  consideration  of  the 


foregoing  facts  is  as  follows: 

Debit  Credit 

Southern  National  Bank  $198,000 

do.  payroll  accounl  2,500 

Mine  office  petty  cash  500 

Sales  office  petty  cash 1,000 

Coal  lands  , 2,000,000 

Timber  lands  1,000,000 

Mine  development  250,000 

Development  of  timber  lands  100,000 

Mine  buildings  and  structures  1,150,000 

Mine  machinery  and  equipment  978,000 

Mine  cars  and  motors  116,000 

Lumber  mill  and  docks  142,000 

Lumber  machinery  and  equipment  68,000 

Lumber  rolling  stock  87,000 

Lumber  inventory  113,000 

Mine  supplies  74,000 

Lumber  supplies  18,500 

Prepaid  taxes,  real  estate  7.500 

Prepaid  insurance  2,600 

Accounts  receivable,  coal  customers  184,000 

do.  lumber  customers  11,000 

Cash  surrender  value  of  insurance  on  life  of  officer  36,800 

Investment  in  stock  of  wholly  owned  subsidiary  companies  200,000 
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Debit  Credit 

Accounts  payable,  vendors  $119,000 

Notes  payable,  banks,  due  June  30,  1946  110,000 

Accrued  pay  roll  28,000 

Accrued  commissions  23,000 

Accrued  State  and  Federal  social  security  taxes  8,700 

Accrued  State  sales  tax  15,800 

Miscellaneous  accrued  expenses  1,300 

Reserve  for  depreciation,  coal  986,000 

do.  lumber  128,000 

Reserve  for  depletion,  coal  1,362,000 

do.  lumber  , 686,000 

Reserve  for  amortization  of  development,  coal  137,000 

do.  lumber  57,000 

Earned  surplus  1,105,468 

Capital  stock  2,000,000 

Production : 

Coal  833,600  tons 

Lumber  4,540,000  feet 

Sales,  coal  2,084,000 

Sales,  lumber  237,000 

Miscellaneous  income,  coal  18,400 

do.  lumber  600 

Rental  of  dwellings  to  employes,  coal  32,400 

do.  lumber  1,900 

Mining  labor,  inside  $1,082,600 

Mining  labor,  outside  473,000 

Maintenance  of  mining  buildings,  labor 49,500 

do.  material  37,200 

Locomotive  and  mine  car  repairs,  labor 53,800 

do.  material  49,200 

Mine  power  house,  labor 6,800 

do.  materials  12,400 

Maintenance  of  other  mining  equipment,  labor  83,000 

do.  material  64,200 

Miscellaneous  materials  and  supplies,  mine  42,900 

Lumbering  labor  119,300 

Lumbering  supplies  21,900 

Maintenance  of  lumber  structures  and  docks,  labor 27,000 

do.  material  . . 38,700 

Maintenance  of  lumbering  equipment,  labor 19,000 

do.  material  10,400 

Real  estate  taxes  15,000 

State  and  Federal  social  security  taxes  45,448 

State  sales  tax  46,420 

Administrative  salaries  39,400 

Administrative  expenses  6,700 

Sales  office  salaries  22,600 

Sales  office  expenses  9,700 

Interest  paid  4jj00 


Totals  $9,120,868  $9,120,868 


QUESTION  NO.  10 

In  1939,  the  stockholders  of  the  H.  Manufacturing  Co.  had  author- 
ized the  exchange  of  its  $100  par  common  stock  for  $10  par  common 
on  the  basis  of  one  old  for  10  new  shares.  Of  15,000  shares  $100 
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par  common  authorized  and  outstanding  in  1939,  all  but  35  shares 
of  the  $100  par  common  had  been  exchanged  at  December  31,  1944, 
for  the  $10  par  common. 

During  the  war  years,  the  company  had  ample  profits  and  paid 
cash  dividends  in  1942,  1943,  1944.  On  April  15,  1945,  to  conserve 
its  working  capital  for  reconversion,  the  stockholders  authorized  its 
capital  stock  to  be  increased  to  200,000  shares,  divided  into  175,000 
shares  of  $10  par  common  and  25,000  shares  of  $20  par  serial  pre- 
ferred. The  directors  were  authorized  to  issue  the  preferred  stock 
from  time  to  time  in  series  upon  such  terms  as  they  considered  to 
the  best  interests  of  the  company,  all  shares  of  any  one  series  to  have 
the  same  preferences  as  to  dividends,  etc. 

On  July  1,  1945,  the  directors  by  resolution  established  that  7,500 
shares  of  the  preferred  stock  be  classified  as  Series  A with  dividends 
at  4 per  cent  per  annum,  payable  March  and'  September  15,  cumu- 
lative from  September  15,  1945.  The  series  is  redeemable  at  $23  per 
share  plus  dividends  accrued  but  unpaid.  In  liquidation,  the  series 
is  entitled  to  $20  per  share  plus  dividends  accrued  but  unpaid.  The 
series  is  convertible  into  common  on  the  basis  of  one  share  of  preferred 
for  each  share  of  common. 

As  the  earned  surplus  account  showed  a balance  at  May  31,  1945, 
of  $1,475,000  including  $400,000  profit  for  the  five  months  ended 
May  31,  1945,  the  directors  (July  1,  1945)  then  declared  a 10  per 
cent  dividend  on  the  common  stock  payable  in  Series  A preferred 
stock  on  September  15,  1945,  to  stockholders  of  record  August  15, 
1945,  fractional  shares  to  be  issued  in  scrip,  which  would  be  void 
after  September  1,  1946. 

As  of  August  15,  1945,  the  transfer  agent  for  the  common  stock 
submitted  to  the  company  a list  showing  149,840  shares  of  $10  par 
common  outstanding  and  the  company  on  September  15,  1945,  issued 
7,492  shares  of  preferred  Series  A. 

From  September  15  to  December  31,  1945,  8 shares  of  the  $100 
par  common  had  been  exchanged  into  $10  par  common  and  the  10 
per  cent  stock  dividend  thereon  had  been  issued,  4 shares  of  pre- 
ferred Series  A stock;  590  shares  of  preferred  Series  A stock  had 
been  converted  into  common.  Profits  for  1945  after  adjustment,  were 
$675,000. 

The  bookkeeper  has  made  inadequate  records  of  these  transactions 
and  in  connection  with  the  company’s  first  examination  you  are  asked 
to  review  the  transactions  and  set  them  up  properly. 

Required  : 

Draft  the  capital  stock  and  surplus  section  of  the  balance  sheet 
as  of  December  31,  1945,  using  Security  and  Exchange  Commission 
requirements  as  a standard.  Statements  of  surplus  are  not  required. 
Notes,  if  any,  to  this  section  of  the  balance  sheet  may  be  outlined. 
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QUESTION  NO.  1 1 

The  Strong  Steel  Forge  and  Machine  Company  manufactures  high 
quality  machine  parts  to  specifications.  The  process  consists  of  manu- 
facturing alloy  steel  ingots  from  scrap,  pig  iron,  ore,  and  various 
alloys.  The  ingots  are  forged  to  a rough  size  and  shape  conforming 
to  the  specified  part,  annealed,  rough-machined  to  remove  excess 
metal,  tempered  and  finish-machined,  ground  and  polished.  The 
number  of  different  kinds,  sizes  and  weights  is  numerous,  but  the 
processes  are  essentially  the  same  for  all.  Because  of  the  differences 
in  requirements  in  shaping  the  parts,  cost  determination  must  include, 
in  addition  to  the  weight  of  the  metal  used,  the  time  necessary  to 
shape  and  finish  them. 

The  company  operates  a standard  process  cost  system  and  values 
its  inventories  at  standard  department  cost  rates.  It  has  established 
standards  as  to  ingot  weights  required,  forged  weight,  finished  weight, 
forging  time,  and  rough  and  finish  time,  in  the  case  of  each  product 

unit. 

a.  The  trial  balance  of  the  factory  ledger,  after  recording  pur- 


chases,  payrolls  and  other  charges,  and  the  recording  of  raw 
and  stores  used  for  the  month  is  as  follows: 

materials 

Weights 

Dr. 

Cr. 

Labor  

$259,200 

Direct  raw  materials  

59.300 

Factory  materials  and  supplies  

47,960 

Fuel  

40,000 

Power  

44,000 

Factory  overhead  (includes  all  overhead 
items)  

80,000 

Beginning  Inventories: 
Inventory,  materials  in  process 

Melting  Department — Ingots  

50,000# 

2,475 

Forging  Department — Forgings 

300,000# 

38,000 

Annealing  Department — Forgings  An- 
nealed   

250,000# 

39,725 

Machinery  Department — Units  rough 
machined  

50,000# 

10,385 

Tempering  Department — Units  tem- 
pered   

100,000# 

25,200 

Inventory,  Finished  Units  

300,000# 

85,050 

Inventory,  Raw  Materials  

200,000 

Inventory,  Stores  Materials  and  Sup- 
plies   

60,000 

General  Ledger  

$991,295 

$991,295  $991,295 
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b.  The  labor  account  and  factory  materials  and  supplies  are  dis- 


tributed as  follows:  Factory 

M aterials 

Labor  and  Supplies 

Melting  Department— Production  $49,600  $5,800 

Forging  Department — Production  30,700  1,800 

Annealing  Department — Production  23,500  1,200 

Machining  Department — Production  72,800  5,800 

Tempering  Department — Production  21,800  2,500 

Melting  Department— Repairs  7,000  3,000 

Forging  Department — Repairs  3,800  1,800 

Annealing  Department— Repairs  2,200  1,100 

Machining  Department — Repairs  17,000  9,100 

Tempering  Department — Repairs  2,800  1,800 

General  Plant  22,000  11,000 

Erection  of  Storage  Building  3,500  1,500 

Packing  and  Shipping  2,500  1,560 


Totals  $259,200  $47,960 


c.  Following  are  the  bases  for  allocation  of: 

Melting  Forging  Annealing  Machining  Tempering 
General  plant  labor. . . 16%  10%  18%  40%  16% 

General  plant  supplies.  16%  10%  18%  40%  16% 

Fuel  14%  16%  30%  12%  28% 

Power  55%  4%  9%  24%  8% 

Factory  overhead  ....  19%  11%  18%  37%  15% 


d.  Scrap  arising  from  the  production  of  ingots  in  the  melting 
department,  having  a value  of  $3,700.00  has  been  accounted  for  and  is 
reflected  in  the  Direct  Raw  Materials  Account  amounting  to  $59,300.00 
for  the  month.  Furnace  losses  have  been  accounted  for.  All  other 
production  scrap,  such  as  crop  ends,  borings,  turnings,  etc.,  arising  in 
operations  other  than  milling,  is  determined  and  accounted  for  at 
the  forging  operation  as  the  difference  between  standard  ingot 
weight  and  standard  finished  weight  of  individual  product  units. 
Such  scrap  is  charged  back  to  raw  material  inventory  at  $15.00  per 
net  ton,  credit  being  recorded  in  the  Melting  Department  Ingot  in- 
ventory Account  upon  transfer  of  ingots  to  the  forging  department 
(exclusive  of  scrap  preparation  costs).  Scrap  so  produced  represents 
approximately  50%  of  the  ingot  weight. 

e.  In  addition  to  the  scrap  from  regular  production,  the  inspection 
of  product  results  in  the  scrapping  of  certain  units  because  of  faulty 
metal,  etc.,  at  various  stages  of  operation,  most  frequently  in  the 
machining  operation.  These  units  are  placed  in  raw  materials  in- 
ventory at  a standard  rate  of  $15.00  per  net  ton.  The  proper  inventory 
account  is  credited  with  the  accumulated  standard  cost  to  the  point 
of  scrapping.  The  cost  standards  do  not  provide  for  the  absorption 
of  the  cost  of  such  scrapped  units,  but  a separate  accounting  is  made 
for  them.  The  following  is  the  aggregate  of  the  weight  and  the  ac- 
cumulated standard  cost  at  the  point  of  scrapping  in  the  machining 
operation  for  the  month: 


Weight  50,000# 

Standard  Cost  $7,430 

Scrap  Value  $375 
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f.  Following  is  a summary  of  the  production  and  operating  reports 
for  the  month: 

Melting  Department — Pounds  of  ingot  produced  3,600,000# 

Forging  Department — Hours  of  Operation 

Production  390  hours 

Scrap  preparation  10  hours  400  hours 


Scrap  produced  (exclusive  of  scrap  produced 

in  melting)  

Annealing  Department — Finished  weight  of 

product  annealed  

Machining  Department — Aggregate  machine 
hours  of  operation 

Rough  work  

Finish  work  


1,800,000# 

2,000,000# 


14.000  hours 

16.000  hours 


Total  30,000  hours 

Tempering  Department — Finished  weight  of 
product  tempered  1,800,000# 


g.  Inventories  at  the  beginning  and  end  of  the  month  represent 
assets  tabulated  from  perpetual  inventory  records.  The  tabulation 
shows  quantity,  weight,  and  standard  cost  of  each  type  of  unit  at 
each  stage  of  production.  Partially  completed  operations  on  units 
in  the  various  processes  are  not  of  such  significance  that  they  need 
be  separately  accounted  for,  and  they  are  included  in  departmental 
inventories.  The  aggregate  of  the  closing  inventories  for  the  month 


are : w eight  Amownt 

Melting  Department — Ingots  100,000#  $4,950 

Forging  Department — Forgings  50,000#  6,300 

Annealing  Department— Forgings  annealed  ....  400,000#  61,500 

Machining  Department — Units  rough-machined  50,000#  11,000 

Tempering  Department — Units  tempered  125,000#  31,605 

Finished  Units  100,000#  29,500 


h.  Following  are  the  standard  departmental  cost  rates  which  have 
been  established,  listed  as  to  the  principal  cost  classifications: 

Annealing  Tempering 

Melting  Forging  Depart-  Machinery  Depart- 

Depart-  Depart-  ment  Depart-  ment 

ment  ment  Cost  per  ment  Cost  per 

Cost  per  Cost  per  100#  of  Cost  per  100#  of 
100#  hour  of  finished  machine  finished 

of  Ingot  operation  product  hour  product 


Direct  Materials  .... 

$1.80 

Less:  Scrap 

Recovered  

.10 

Net  Direct  Material 

$1.70 

Production  labor  .... 

1.40 

$75.00 

$1.20 

$2.40 

$1.25 

Power  

.70 

5.00 

.20 

.35 

.20 

Fuel  

.15 

15.00 

.60 

.15 

.60 

Factory  supplies  .... 

.15 

5.00 

.05 

.20 

.15 

Repair  labor  

.20 

10.00 

.10 

.60 

.15 

Repair  material  

.10 

5.00 

.05 

.30 

.10 

General  plant  labor. . 

.10 

5.00 

.20 

.30 

.20 

General  plant  supplies 

.05 

3.00 

.10 

.15 

.10 

Factory  overhead  . . . 

.40 

22.00 

.65 

1.00 

.65 

Total  

$4.95 

$145.00 

$3.15 

$5.45 

$3.40 
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Required  : 

(Credit) 

(40%)  1.  Departmental  standard  cost  statements. 

(40%)  2.  “T”  Accounts  for  in-process  and  finished  inventories. 

Account  for  weight  and  standard  values. 

(20%)  3.  Journal  entries  to  clear  factory  ledger  of  manufac- 

turing expenses  and  record  standard  costs  in  the 
proper  inventory  accounts,  determining  the  standard 
cost  of  units  shipped,  standard  cost  of  scrapped 
units  (net  of  scrap  recovery),  cost  variance,  pack- 
ing and  shipping  expense,  and  other  charges;  and 
journal  entry  to  transfer  costs  and  charges  to  gen- 
eral ledger  so  that  plant  ledger  balances  will  rep- 
resent closing  inventories. 


QUESTION  NO.  12 


An  analysis  of  the  records  of  Smith  Brokerage  Company,  Stock 
Brokers,  as  of  the  close  of  business  April  30,  1946,  disclosed  the  fol- 
lowing assets  and  liabilities,  all  of  which  have  been  verified: 


Assets 

Cash  in  Banks  

Failed  to  Deliver  

Customers’  Fully  Margined  Accounts  

Customers’  Partly  Secured  Accounts  

Customers’  Unsecured  Accounts  

Customers’  Cash  Accounts  

Firm-owned  Securities  

Stock  Transfer  and  Documentary  Stamps  

Stock  Exchange  Memberships  (Market  Value 

$35,000.00)  

Furniture  and  Fixtures  (Net  of  Depreciation) 

Advances  to  Employes  


Liabilities  and  Net  Worth 

Notes  Payable  to  Banks  

Failed  to  Receive  

Customers’  Free  Credit  Balances  

Customers’  Cash  Accounts  

Unclaimed  Dividends  

Commissions  Payable  to  Salesmen  

Withheld  Income  Taxes  and  Social  Security  Taxes. 

Capital  Accounts  • 

Profit  and  Loss  Account  

Partners’  Personal  Accounts 

Securities  in  Box  

Totals  


Balance 

$500,000.00 

140.000. 00 
800,000  00 

10,000.00 

1,000.00 

150.000. 00 

100.000. 00 

500.00 

30,000.00 

5,000.00 

100.00 


$1,736,600.00 


$750,000.00 

180,000.00 

450.000. 00 

175.000. 00 

3.000. 00 

1.000. 00 

500.00 

150.000. 00 
12,100.00 
15,000.00 


$1,736,600.00 


Market 
Value  of 
Securities 

$142,000.00 

1,200,000.00 

5,000.00 

155.000. 00 

150.000. 00 


$1,652,000.00 


$1,100,000.00 

185.000. 00 

180.000. 00 


187,000.00 


$1,652,000.00 
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Required  : 

From  the  foregoing  data,  prepare  a statement  of  financial  condition 
for  publication  and  distribution  to  customers  of  Smith  Brokerage 
Company. 

Friday,  November  8,  1946 — 2 P.  M.  to  5 P.  M. 


QUESTION  NO.  13 

In  connection  with  your  examination  of  the  accounts  of  the  XYZ 
Manufacturing  Company,  you  investigate  the  company’s  cash  account- 
ing system  which  you  find  is  as  follows: 

The  petty  cash  book  is  under  the  control  of  the  cashier,  but  there 
are  several  other  employes,  including  the  general  ledger  bookkeeper, 
who  have  access  to  it.  The  petty  cash  fund  is  reimbursed  in  the 
exact  amount  of  cash  disbursements;  reimbursement  is  made  at  in- 
tervals when  the  fund  becomes  depleted,  and  is  frequently  replenished 
from  cash  receipts,  which,  in  the  case  of  this  company,  are  quite 
large.  The  cashier  acts  as  general  office  manager  and,  in  that  ca- 
pacity, has  access  to  all  accounting  records.  Formal  vouchers  for  all 
disbursements  from  the  fund  are  obtained  and  are  written  in  ink 
or  pencil,  the  amounts  of  the  vouchers  being  spelled  out  as  well  as 
written  in  numerals.  When  reimbursement  of  vouchers  is  made,  the 
voucher  and  attachments  arc  immediately  canceled.  The  vouchers 
are  approved  by  responsible  executives,  including  the  cashier.  When 
checks  are  used  to  replenish  the  fund,  they  are  made  out  to  the 
order  of  “Cash”  and,  in  some  instances,  the  amounts  are  sufficient  to 
provide  funds  for  petty  cash  payments  for  a month  or  more.  A 
large  amount  of  petty  cash  is  kept  on  hand  at  all  times,  as  it  is  fre- 
quently necessary  that  payment  of  quite  large  sums  be  made  there- 
from. 

As  a part  of  his  duties  the  cashier  opens  all  the  mail,  assisted  by 
a clerk  who  makes  a record  of  the  money  and  checks  received  and 
turns  it  over  to  the  cashier  in  rough  form  for  verification  and  cor- 
rection before  the  deposit  is  made.  The  cashier  provides  the  clerk 
who  keeps  the  cashbook  with  adequate  information  to  record  each 
day’s  receipts.  The  cashier  usually  visits  the  bank  only  twice  a week 
to  deposit  funds.  He,  of  course,  receives  a duplicate  deposit  slip 
from  the  bank  which  he  hands  to  a clerk  who  keeps  the  cash  book. 
The  cashier  on  his  visits  to  the  bank  also  receives  any  deposits  of 
collection  items  which  have  been  charged  back  by  the  bank  because 
of  insufficient  funds,  etc.,  and  receives  the  bank  statement  directly 
from  the  bank  at  the  end  of  the  month. 

As  regards  disbursements  you  find  that  the  checks  are  all  pre- 
numbered and  the  sequence  of  check  numbers  is  accounted  for  when 
reconciling  the  bank  balance;  that  voided  checks  are  destroyed  and 
that  a check  protector  is  used.  The  checks  are  signed  by  the  presi- 
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dent  of  the  company,  who  spends  only  a day  or  two  each  week  at 
the  office,  and  are  countersigned  by  the  cashier.  In  order  that  there 
may  be  no  possibility  of  losing  discounts,  it  is  the  custom  of  the 
president  to  sign  a number  of  blank  checks  in  advance.  In  counter- 
signing checks  the  cashier  insists  that  all  supporting  data  accompany 
the  checks  submitted  to  him  for  signature.  The  bank  reconcilements 
are  made  by  the  cashier,  who  examines  the  checks  for  date,  name, 
cancellations  and  endorsements. 

The  personnel  of  the  office  consists  of  the  following: 

The  president  who  is  also  the  treasurer. 

The  vice-president  in  charge  of  sales  who  is  also  the  secretary. 

The  cashier  who  is  also  the  office  manager. 

The  chief  clerk  who  is  also  general  ledger  bookkeeper. 

Eight  clerks,  one  of  whom  acts  as  paymaster,  one  who  is  assistant 
to  the  cashier,  one  who  is  assistant  to  the  chief  clerk  and  who 
keeps  the  cashbook,  the  other  five  with  miscellaneous  office 
duties. 

Three  stenographers  and  an  office  boy  or  junior  clerk. 
Required: 

a.  Enumerate  the  weaknesses  that  can  be  found  in  the  foregoing 
set-up. 

b.  Give  your  recommendations  for  overcoming  these  weaknesses. 


QUESTION  NO.  14 


You  are  serving  a partnership  business  which  is  highly  successful. 
Its  balance  sheet  reveals  the  following: 


Assets 


Liabilities  and  Net  W orth 


Cash  

Accounts  receivable 
Inventories  


$120,000  Accounts  Payable  $95,000 

300,000  Tax  withholdings  from  employes  5,000 

75,000  Accrued  Liabilities  10,000 


Total  Current  ....  $495,000 


Total  Liabilities  $110,000 


Building  net  of  depreci- 
ation   48,000 

Equipment  net  of  de- 
preciation   27,000 


A Capital  $375,000 

B Capital  50,000 

C 'Capital  35,000  460,000 


Total  $570,000  Total  $570,000 


A,  the  senior  partner,  is  at  retirement  age.  He  desires  to  be  less 
active,  to  turn  the  responsibility  for  the  business  over  to  B,  a trusted 
associate  of  long  standing,  and  to  C,  who  is  a son  and  has  been 
in  the  business  for  about  10  years. 

A does  not  desire  to  relinquish  control  of  the  business  and  he  has 
other  children  as  well  as  his  wife  for  whom  he  wants  to  provide 
in  the  event  of  his  death.  He  has  expectations  of  living  for  some  years 
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and  wants  to  create  an  estate  separate  from  the  business.  At  the 
present  time,  all  partners  have  relatively  few  assets  aside  from  the 
business.  Their  current  income  is  high  but  after  payment  of  income 
taxes  their  living  expenses  are  only  nicely  provided  for. 

You  may  assume  that  the  tax  basis  of  the  interest  in  the  partner- 
ship of  each  partner  is  measured  by  his  capital  account,  and  that 
the  buildings  and  equipment  are  worth  substantially  their  net  book 

values. 

Required  : 

What  would  you  suggest  to  your  client? 


QUESTION  NO.  15 

The  A Manufacturing  Company,  a Pennsylvania  corporation,  was 
incorporated  May  29,  1912,  with  authorized  capital  stock  of  2,000 
shares,  par  value  $100. 

On  August  31,  1944,  The  A Manufacturing  Company  acquired  720 
shares  of  the  common  stock  of  the  B Manufacturing  Company,  a 
New  York  corporation,  at  a cost  of  $90,000.  At  that  date  there 
were  800  shares  of  common  stock,  par  $100,  authorized  and  issued. 
Net  income  of  the  B Manufacturing  Company  for  the  year  1944 
aggregated  $24,000.  Sales  for  the  year  1944  were  as  follows: 


January  

$14,000 

July  

$13,000 

February  

16,000 

August  

17,000 

March  

12,000 

September  

15,000 

April  

14.000 

October  

12,000 

May  

14,000 

November  

10,000 

June  

12,000 

December  

11,000 

Land  was  acquired  by  the  B Manufacturing  Company,  on  January 
28,  1945,  from  outside  interests  for  $10,000.  The  A Manufacturing 
Company  constructed  buildings,  machinery,  and  equipment  thereon 
after  acquisition.  Such  construction  was  completed  on  June  30,  1945, 
at  which  time  the  buildings,  machinery  and  equipment  were  sold  by 
The  A Manufacturing  Company  to  the  B Manufacturing  Company 
for  $50,000.  Cost  to  The  A Manufacturing  Company  aggregated 
$45,000.  Depreciation  on  buildings,  machinery,  and  equipment  has 
consistently  been  recorded  at  6 per  cent  per  annum  by  both  com- 
panies. 

There  were  no  direct  charges  or  credits  to  earned  surplus  during  the 
years  1944  and  1945  other  than  the  following  dividend  payments: 

Dates  Declared  Dates  Paid  Amounts 

The  A Mfg.  Co..  1945  May  31  1945  Jun  30  $9,000 


do.  Nov  30  Dec  31  9,000 

B Mfg.  Co Nov  15  Dec  15  4,800 
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On  December  31,  1945,  Tihe  B Manufacturing  Company  sold 
marketable  securities  to  The  A Manufacturing  Company  for  $5,000. 
The  securities  had  been  purchased  by  The  B Manufacturing  Company 
in  1944  at  a cost  of  $4,000. 

Intercompany  sales  for  the  year  1945  were  as  follows: 

The  A Mfg.  Co.  to  B Mfg.  Co.  (including  sale  of  fixed  assets).  $60,000 

Marketable  securities  have  been  stated  at  cost.  Market  quotations 
at  December  31,  1945,  indicate  a value  of  $167,500. 

Required  : 

From  the  foregoing  information  and  the  following  trial  balances  a> 
of  December  31,  1945,  which  require  no  audit  adjustments,  prepare: 

1.  Consolidated  balance  sheet. 

2.  Consolidated  statement  of  earned  surplus. 

3.  Consolidated  statement  of  income. 
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EXAMINATION  IN  COMMERCIAL  LAW 
Saturday,  November  9,  1946  from  9 A.  M.  to  1 P.  M. 


Note  to  Candidate — Read  carefully  each  question  in  full  before  writing  your 
answer.  Do  not  repeat  the  question  as  printed.  Where  a request  is  made  for 
an  explanation,  give  the  applicable  rules  of  law.  Where  a request  is  made  for 
a “Yes”  or  “No”  answer,  an  explanation  is  not  required  but  may  be  given  if 
deemed  necessary. 

Each  question  is  entitled  to  the  weight  as  shown. 

<*  - 


QUESTION  NO.  I— WEIGHT  10  POINTS 

1.  What  is  the  legal  significance  of  the  following  phrases: 

(a)  I intend  to  be  legally  bound  hereby, 

(b)  value  received, 

(c)  liquidated  damages, 

(d)  accord  and  satisfaction? 

2.  State  the  general  rules  as  to  the  legal  effect  on  contracts  of: 

(a)  a unilateral  mistake  of  fact, 

(b)  a mutual  mistake  of  fact, 

(c)  a unilateral  mistake  of  law, 

(d)  a mutual  mistake  of  law? 

3.  Robert  Reed,  the  owner  of  an  office  building,  orally  authorizes 
Harold  Turns,  a licensed  real  estate  agent,  to  rent  offices  in  the  build- 
ing. Turns,  as  the  agent  for  Reed,  by  written  instrument  leases  a 
suite  of  offices  to  Able  & Co.,  an  accounting  firm,  for  a term  of  five 
years.  Can  Reed,  upon  learning  of  the  lease,  evict  Able  & Co.  before 
the  expiration  of  the  five-year  term  even  though  Able  & Co.  have  not 
defaulted  in  any  of  the  terms  and  conditions  of  the  lease?  Explain. 


QUESTION  NO.  II— WEIGHT  10  POINTS 

1.  Briefly  define  each  of  the  following  terms  as  used  in  the  “Business 
Corporation  Law”: 

(a)  authorized  capital  stock, 

(b)  stated  capital, 

(c)  paid-in  surplus. 

2.  What  is  the  minimum  amount  of  paid-in  capital  with  which  a 
business  corporation  may  begin  business? 

3.  Name  two  conditions  precedent  to  a business  corporation  incurring 
any  indebtedness  or  beginning  the  transaction  of  business  except 
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such  as  may  be  incident  to  organization  or  to  the  obtaining  of  sub- 
scriptions to  its  shares? 

4.  What  is  the  minimum  percentage  of  the  gross  amount  of  the  funds 
arising  from  the  sale  of  lots  in  a cemetery  which  a cemetery  corpo- 
ration, incorporated  under  the  business  corporation  law,  must  set 
apart  for  the  perpetual  care  and  preservation  of  the  grounds  and  the 
repair  and  renewal  of  the  buildings  and  property  of  such  corporation? 

5.  Outline  the  procedure  to  be  followed  in  increasing  the  indebtedness 
(other  than  an  indebtedness  contracted  in  the  usual  course  of  corpo- 
rate business)  of  a business  corporation  having  only  one  class  or 
kind  of  stock? 


QUESTION  NO.  Ill— WEIGHT  10  POINTS 

1.  If  an  owner  of  real  estate  makes  an  oral  lease  thereof  for  a term 
in  excess  of  three  years,  is  the  lease  void?  If  not,  explain  the  nature 
of  the  tenancy  created  by  the  parties. 

2.  Where  goods  of  a tenant  located  on  the  leased  premises  have 
been  seized  by  a sheriff  under  a writ  of  execution  issued  by  a creditor 
other  than  the  landlord,  is  the  landlord  entitled  to  any  priority  for 
rent  owed  to  him  by  the  tenant  for  the  two  years  immediately  preced- 
ing the  levy?  Explain. 

3.  If  a tenant  by  written  instrument  rents  an  entire  building  for  a 
term  of  ten  years  and  the  same  is  totally  destroyed  by  fire  of  un- 
known origin  during  the  third  year  of  the  term,  what  is  the  liability 
of  the  tenant  to  pay  rent  for  the  remaining  portion  of  the  term  if 
the  lease  contains  no  clause  defining  the  tenant’s  liability  in  event 
of  such  an  occurrence? 

4.  What  is  the  purpose  of  placing  each  of  the  following  in  a lease  of 
real  estate: 

(a)  warrant  of  attorney  to  confess  judgment  for  rent, 

(b)  warrant  of  attorney  to  confess  a judgment  in  ejectment, 

(c)  waiver  of  exemption, 

(d)  general  right  of  distraint? 


QUESTION  NO.  IV— WEIGHT  10  POINTS 

1.  Roberts  and  Company  executed  a ninety-day  note  in  the  amount 
of  $1000.00  to  John  Frock.  The  note  contained'  a power  of  attorney 
to  confess  a judgment  at  any  time.  Harry  Arnold  and  Sam  Walker 
endorsed  the  note.  Upon  the  back  of  the  note  appeared  only  the 
signatures  of  Arnold  and  Walker. 

Assuming  that  the  note  is  uncollectible  from  Roberts  and  Company, 
what  is  the  liability  of  Arnold  and  Walker  to  Frock?  Explain. 
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2.  Stuart  Wall  executed  a promissory  note  in  favor  of  Frank  Ellis. 
It  is  endorsed  by  George  Hare  and  John  Guyer  and  secured  by 
certain  collateral.  What  effect,  if  any,  will  the  surrender  by  Ellis 
of  the  collateral,  without  the  knowledge  and  consent  of  Hare  and 
Guyer,  have  upon  their  liability  on  the  note  to  Ellis?  Explain. 

3.  If  the  maker  of  a check  drawn  on  a bank  stops  payment  thereof, 
does  the  payee  have  any  cause  of  action  against  the  bank?  Answer 
either  “Yes”  or  “No”. 

4.  Edgar  Briggs  and  James  Cline  executed  a thirty-day  promissory 
note  in  favor  of  the  Savings  Bank.  At  the  expiration  of  the  30  days 
Briggs  takes  to  the  bank  a renewal  note.  Briggs  signed  his  own  name 
to  the  renewal  note  and  forged  the  signature  of  Cline.  The  bank 
retained  the  original  note  as  well  as  the  renewal  note. 

What  is  the  liability  of  Cline  on  each  of  the  notes?  Explain. 


QUESTION  NO.  V— WEIGHT  10  POINTS 

1.  John  Smith  by  telegram  offers  to  sell  Harry  Herr  one  thousand 
^-horsepower  electric  motors  for  $15,000.00.  Herr,  immediately  upon 
the  receipt  of  the  offer,  accepts  the  offer  by  telegram.  By  reason  of 
transmission  difficulties  Herr’s  telegram  is  delayed  five  hours.  Smith, 
by  telegram,  revokes  his  offer  before  he  receives  Herr’s  telegram. 
Smith’s  telegram  of  revocation  is  received  by  Herr  before  Herr’s 
telegram  of  acceptance  is  received  by  Smith. 

Is  there  a legally  enforceable  contract?  Explain. 

2.  On  June  15,  1946,  James  Brown  was  indebted  to  Sol  Rupp,  Lee 
& Co.,  and  Jones  Mfg.  Co.  for  merchandise  purchased  on  open  book 
accounts  as  follows: 


Rupp  12/1/39  $5,000.00 

Lee  & Co 6/1/40  8,000.00 

Jones  Mfg.  Co 2/1/41  6,000.00 


Brown,  being  insolvent,  by  way  of  settlement  offered  each  of  the 
creditors  80  per  cent  of  their  respective  claims  and  the  offer  of  settle- 
ment was  accepted  by  each  of  the  creditors.  On  June  15,  1946,  upon 
receipt  of  the  80  per  cent,  each  of  the  creditors,  without  regard  to  the 
action  of  the  other  creditors,  signed  a separate  unsealed  agreement 
stating  that  he  accepted  the  80  per  cent  in  full  payment  and  forgave 
the  remainder  of  the  claim. 

On  October  15,  1946,  Brown,  desiring  to  purchase  more  merchandise 
from  Rupp,  orally  agreed  with  Rupp  to  pay  the  remaining  20  per- 
cent of  his  claim.  Lee  & Co.  and  Jones  Mfg.  Co.  have  now  demanded 
payment  of  the  balance  due  on  their  respective  claims. 

Explain  the  liability  of  Brown  to  each  of  the  creditors. 
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QUESTION  NO.  VI— WEIGHT  10  POINTS 

1.  What  is  a chattel  mortgage?  Limit  answer  to  fifty  words. 

2.  May  any  person  become  a mortgagee  of  chattel  mortgages,  or 
may  chattel  mortgages  only  be  given  as  security  for  funds  borrowed 
from  the  Federal  Government  or  departments,  agencies  and  instru- 
mentalities thereof? 

3.  Can  an  enforceable  note  secured  by  a chattel  mortgage  be  given 
(a)  for  a pre-existing  indebtedness  and  (b)  for  advances  which  may 
be  made  at  the  option  of  the  mortgagee  within  five  years  of  the 
execution  of  the  mortgage? 

Answer  either  “Yes”  or  “No”  to  each  question. 

4.  Where  a person  executes  a chattel  mortgage  on  crops,  are  such 
crops  considered  real  or  personal  property? 

5.  Where  the  chattel  mortgage  is  filed  in  the  county  in  which  the 
property  is  located,  for  what  period  of  time  does  the  mortgage  remain 
a lien  on  the  property  as  between  (a)  the  mortgagor  and  mortgagee, 
and  (b)  the  mortgagee  and  third  persons? 

6.  Must  a chattel  mortgage  be  acknowledged?  If  so,  by  whom? 


QUESTION  NO.  VII— WEIGHT  10  POINTS 

1.  James  Lee  executes  a mortgage  with  an  accompanying  bond  in 
favor  of  First  Bank  on  a parcel  of  real  estate  which  Lee  owns  and 
then  sells  the  property  to  Charles  Baker  by  a general  warranty  deed 
“under  and  subject  to  the  payment  of  the  mortgage”.  Baker,  by  a 
similar  deed,  conveyed  the  property  to  David  Helm. 

Discuss  the  rights  of  First  Bank  against  (a)  Lee,  (b)  Baker,  (c) 
Helm  and  (d)  the  property. 

2.  In  your  audit  of  a corporation  you  find  among  its  assets  certain 
real  estate  mortgages  with  accompanying  bonds  which  the  corporation 
claims  to  be  first  liens  on  the  lands  described  in  the  mortgages.  When 
the  mortgages  were  executed  they  were  first  liens  on  the  described 
real  estate,  but  you  now  doubt  that  the  mortgages  and  bonds  are 
assets  of  the  character  as  reported  by  the  corporation. 

Name  two  actions  which  the  corporation  might  have  taken  to 
impair  the  lien  status  of  such  assets  without  cancelling  the  original 
mortgages  and  bonds.  What  investigation  would  you  make  to  de- 
termine whether  the  lien  status  has  been  so  impaired? 


QUESTION  NO.  VIII— WEIGHT  10  POINTS 

1.  Mary  Fair  died  on  October  1,  1945  and  by  a will  duly  executed 
in  a proper  form  devised  to  her  husband,  James  Fair,  the  sum  of 
$100,000.00  “for  and  during  his  natural  life  and  after  his  death 
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to  such  persons  as  he  may  by  his  Last  Will  and  Testament  appoint, 
or,  if  he  makes  no  such  appointment,  then  after  his  death,  the  same 
shall  pass  to  and  vest  in  my  brothers  and  sisters”.  When  Mary 
Fair  died  she  was  survived  by  her  husband  and  her  only  brothers 
and  sisters,  Ruth,  Louise,  Jane  and  William.  Ruth  died  intestate 
on  December  1,  1945,  leaving  to  survive  as  her  only  heir  a son,  Rich- 
ard. Louise  died  testate  without  issue  on  March  1,  1946,  and  be- 
queathed her  entire  estate  to  her  husband  Charles.  James  Fair  died 
intestate  on  June  1,  1946.  Jane  died  intestate  on  October  1,  1946, 
leaving  to  survive  her  two  sons,  John  and  Thomas.  Letters  of  Ad- 
ministration on  Jane’s  estate  have  been  granted  to  the  City  Trust 
Company. 

IT 

(a)  Assuming  that  the  $100,006.00  is  in  cash  m the  hands  of 
James  Fair’s  administrator,  are  either  Richard,  Charles,  John,  Thomas, 
City  Trust  Company,  and  William  entitled  to  share  in  the  fund?  If 
so,  state  the  amount  to  which  each  is  entitled.  Give  the  legal  reason 
for  Awarding  or  Refusing  to  Award  a part  of  the  fund  to  each  of 
the  named  parties. 

(b)  Could  James  Fair,  in  his  lifetime,  have  consumed  a part  of 
the  corpus  for  his  own  support  and  maintenance?  Answer  either  “Yes” 
or  “No”. 

(c)  Could  James  Fair,  in  his  lifetime,  have  made  a will  and  exer- 
cised the  power  of  appointment  and  bequeathed  the  funds  to  his 
sisters?  Answer  either  “Yes”  or  “No”. 

(d)  Could  James  Fair,  prior  to  his  death,  have  released  the  power 
of  appointment?  Answer  either  “Yes”  or  “No”. 

2.  Where  a trustee  purchases  bonds  for  a trust  estate  which  qualify 
as  “legal  investments”  and  later  sells  them,  does  any  loss  which  may 
occur  by  reason  of  the  sale  of  the  bonds  fall  upon  the  principal  of 
the  trust  fund,  assuming  that  the  trust  instrument  contains  no  pro- 
vision relating  thereto?  If  there  is  a gain  in  the  sale  of  such  bonds, 
does  the  gain  inure  to  the  principal?  Explain. 


QUESTION  NO.  IX— WEIGHT  10  POINTS 

1.  Is  a partnership  a “legal  entity”? 

2.  In  the  absence  of  controlling  provisions  in  the  partnership  agree- 
ment, do  all  partners,  irrespective  of  their  capital  contributions,  have 
an  equal  right  in  the  management  and  control  of  the  partnership? 

3.  Robert  Cless  and  Harold  Gibbs  as  partners  conduct  a rental 
collection  agency  under  the  fictitious  name  of  “Friendly  Collection 
Service”.  Gibbs  collected  certain  rents  in  behalf  of  John  Leib  and 
then  appropriated  the  sums  so  collected  to  his  own  use.  When  Leib 
discovered  that  the  rents  had  been  collected  he  demanded  payment 
from  Gibbs.  Gibbs,  without  disclosing  the  misappropriation,  per- 
suaded Leib  to  accept  a ninety-day  judgment  note.  The  note  was 
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signed  “Friendly  Collection  Service  by  Harold  Gibbs.”  Cless  had 
no  knowledge  of  the  transactions  until  the  sheriff  levied  on  the  per- 
sonal property  of  the  partnership  pursuant  to  a writ  issued  on  a 
judgment  entered  by  confession  on  the  note. 

Discuss  the  liability  of  the  partnership  on  the  note. 

4.  When  partnership  property  is  attached  by  a sheriff  for  a part- 
nership debt  arising  out  of  a contract  of  the  partnership,  may  the 
partners  claim  any  right  to  the  exemption  law?  If  so,  in  what 
amount? 

5.  May  a partnership  be  adjudicated  a voluntary  bankrupt?  If  so, 
must  it  be  indebted  in  any  definite  amount  or  have  a definite  number 
of  creditors  before  it  can  be  so  adjudicated?  Explain. 

6.  May  a partnership  which  commits  an  act  of  bankruptcy  be  ad- 
judicated an  involuntary  bankrupt?  If  so,  must  it  be  indebted  in 
any  definite  amount  or  have  a definite  number  of  creditors  before 
it  can  be  so  adjudicated?  Explain. 


QUESTION  NO.  X— WEIGHT  10  POINTS 

1.  Does  the  Business  Corporation  Law  relate  to,  affect,  or  apply 
to  cooperative  associations? 

Answer  either  “Yes”  or  “No.” 

2.  In  the  absence  of  a controlling  article  or  by-law,  may  a non-profit 
corporation  purchase  or  sell  real  estate  without  the  approval  of  its 
members? 

Answer  either  “Yes”  or  “No.” 

3.  Before  a foreign  business  corporation,  other  than  one  within  the 
protection  of  the  commerce  clause  of  the  Federal  Constitution,  can  do 
business  in  Pennsylvania,  name  three  things  the  corporation  must  do. 

4.  Assuming  that  the  by-laws  of  a business  corporation  contain  no 
provisions  requiring  the  issuance  of  a financial  report  to  the  share- 
holders, must  such  report  be  made?  If  so,  when  must  it  be  made  and 
by  whom  must  it  be  verified? 

5.  Can  cash  dividends  be  paid  by  a business  corporation  out  of 
surplus  arising  from  unrealized  profits  due  to  increase  in  valuation 
of  inventories  before  sale? 

Answer  either  “Yes”  or  “No.” 

6.  Where  the  registered  owner  of  stock  of  a business  corporation  has 
pledged  it  as  collateral  security  but  the  stock  has  not  been  transferred 
to  the  pledgee’s  name,  to  whom  should  the  corporation  pay  the  divi- 
dends? 
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